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Commissioner Susan Ness

Federal Communications Commission
1919 M Street, N.-W., Room 832
Washington, DC 20554

Re: Non-Accounting Safeguards, CC Docket No. 96-149

Dear Commissioner Ness:

Enclosed for your information is a copy of a memorandum on behalf of Pacific
Telesis Group regarding the provisions in the Telecommunications Act of 1996 that
permit a Bell operating company to provide wholesale “carrier’s carrier” interLATA
services and facilities to its separate interL ATA affiliate and to other carriers. (Yesterday,
we gave a copy of this memorandum to your senior legal adviser, James L. Casserly.) In
addition, I am enclosing a copy of Pacific Telesis Group’s response to questions from the
Common Carrier Bureau staff regarding the use of the Pacific Bell network to provide
wholesale interL ATA services.

If you have any questions or would like something further, please let me know.

Very truly yours,

N
Michael Yourshaw

cc:  James L. Casserly
William F. Caton (ex parte CC Docket No. 96-149)
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WILEY, REIN & FIELDING

1776 K STREET, N.W.
WASHINGTON, DC 20006
(202) 428-7000
FACSIMILE (202) 429-7049
TELEX 248349 WYRN UR

Re: BOC Provision of “Carrier’s Carrier’’ InterLATA Services

The Telecommunications Act of 1996 (the Act) allows a Bell Operating Company
(BOC) to provide interLATA services to other carriers, including to the separate affiliate
required by §272. The provision of such “carrier’s carrier” services is subject to
Commission approval under §271, if they originate in-region, and to the
nondiscrimination safeguards of §272(e)(4), but not to the §272 separate affiliate
requirement.

I. The Language of the Act Allows a BOC To Provide Carrier’s Carrier Services

It is unquestioned that a BOC may provide out-of-region interLATA services both
on a retail basis and to other carriers without Commission approval and without a §272
separate affiliate.! It is also clear that a BOC must have approval under §271, and use a
§272 separate affiliate, to provide retail in-region interLATA services to the general
public. The parties to CC Docket No. 96-149 disagree on whether a BOC must use a
separate affiliate to provide in-region interLATA services to other carriers, including the
BOC’s own separate interLATA affiliate. The comments in that docket have focused on
§272(e)(4). In addition to that subsection, it is also necessary to refer to the definitions in
the Act and the specific provisions of §§271(b)(1) and 272(a)(2) to resolve this question.
(See the attached diagram for an overview of the relationship between the §271 approval
requirements and the §§272/274 structural separation requirements.)

Section 271(b)(1) of the Act requires Commission approval before a BOC may
provide “interLATA services originating in any of its in-region States.” Section 3(21)
defines “interl.ATA services” as “telecommunications between a point located in a local
access and transport area and a point located outside such area.” Section 3(43) defines
“telecommunications” as “the transmission, between or among points specified by the
user, of information of the user’s choosing, without change in the form or content of the
information as sent and received.” These provisions do not draw distinction between
retail and carrier’s carrier offerings. Thus, a BOC must obtain Commission approval

! The Commission’s interim Competitive Carrier policy allows a BOC the option of using an
affiliate that complies with certain safeguards (aithough not all of the §272 restrictions) or being subject to
dominant regulation. Report and Order, Bell Operating Company Provision of Out-of-Region Interstate,
Interexchange Services, CC Docket No. 96-21, FCC 96-288 (released July 1, 1996).
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under §271 before it may provide in-region interLATA services originating in-region to
other carriers.>

Section 272 uses different terminology, with a different result.

Section 272(a)(2)(B) requires a BOC to use a separate affiliate for “[o]rigination
of interLATA telecommunications services.”? Section 3(46) defines “telecommunications
service” to mean “the offering of telecommunications for a fee directly to the public, or to
such classes of users as to be effectively available directly to the public, regardless of the
facilities used.” Accordingly, the scope of the separate affiliate requirement only includes
offerings “directly to the public.” This is a much narrower class of services than those
described in §271(b)(1). Congress’s use of a different defined term in §272
(“telecommunications service” versus “interLATA service™) leaves no doubt that the
BOC itself may provide carrier’s carrier services, which the BOC does not offer “directly
to the public,” without using a separate affiliate.

In view of the above, there is a clear resolution to the controversy in Docket 96-
149 over the meaning of §272(e)(4). That section states that a BOC “may provide any
interLATA or intralLATA facilities or services to its interLATA affiliate if such service or
facilities are made available to all carriers at the same rates and on the same terms and
conditions, and so long as the costs are appropriately allocated.” Because the §272
separate affiliate requirement does not apply to carrier’s carrier offerings, there is no
conflict between the requirement that retail services be offered through a separate
affiliate. The function of §272(e)(4) in the Act, which is fully in harmony with §272(a), 4
is to clarify expressly that (1) a BOC may provide carrier’s carrier services, (2) a BOC
may provide facilities, as well as services, to carriers, (3) a BOC may make these
offerings to its own interLATA affiliate, and (4) nondiscrimination and cost allocation
apply to such offerings. Thus, §272(e)(4) is neither redundant nor is it in conflict with the
overall structure of the Act.

II. BOC Provision of Carrier’s Carrier Services Is in the Public Interest

Section 271(d)(3)(C) requires a BOC to satisfy the Commission that the offering
of carrier’s carrier services originating in-region will be consistent with the public interest
before the BOC can offer such services. The BOC will make a specific public interest
showing in a §271 application proceeding. However, several general public interest

Z Section 271 only applies where a BOC “provides” interLATA services such as to another carrier
or to the general public.

3 There are exceptions to this requirement not relevant to this discussion.

4 Even if §272(a) could somehow be read to include carrier’s carrier services, §272(e)(4) would
constitute an exception because, as a matter of statutory construction, the more specific provision
(8272(e)(4)) would take precedence over the general provision (§272(a)). See MacEvoy v. United States,
322 U.S. 102, 107 (1944). The Commission must avoid an interpretation of the Act that would make
§272(e)(4) superfluous and must construe the Act to give effect to all of the words used by Congress. See
Beisler v. Commissioner, 814 F. 2d 1304, 1307 (9th Cir. 1987).
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considerations show that there is a sound policy basis for Congress’s decision to allow
BOC in-region interLATA carrier’s carrier services.

A Bell regional holding company needs maximum flexibility to implement its
network—the same flexibility that other providers of intralLATA and interLATA services
enjoy—if it is to provide consumers efficient, economical, and innovative service. This
includes the option of provisioning both intraLATA and interLATA services from the
same underlying BOC network. Compared to using services provided by the BOC on a
wholesale basis, the separate interLATA affiliate that provides retail services may not
find it efficient to resell another carrier’s services, acquire facilities from a third party, or
construct new facilities. To optimize consumer welfare, the separate affiliate must be able
to choose among all these options.

If the separate affiliate must buy from a competing interexchange carrier to
provision its own interexchange services, its cost may be higher and it will be
handicapped in competing on price with the existing interexchange oligopoly.’ The ability
of the BOC to offer carrier’s carrier services can add an additional source of facilities-
based competition at the interexchange wholesale level that will serve not only the BOC’s
interLATA affiliate but potentially other second tier retail interexchange carriers, who are
now subject to the pricing of the big three—AT&T, MCI, and Sprint.

In addition, the BOC may provide underlying services to its own interLATA
affiliate for new retail offerings not now available in the marketplace. Consumers will
benefit from the introduction of these new offerings and, because the BOC must make the
same underlying services available to all carriers, other retail carriers will have an
opportunity to match the BOC affiliate’s products.

Finally, the §272 separate affiliate requirement may apply for as few as three years
after the separate interLATA affiliate enters the market.® Congress intended that this
provision would sunset and that afterwards a BOC would be able to take advantage of all
possible economies of scope and scale, just as all other carriers may do today. A BOC’s
provision of carrier’s carrier services to its separate affiliate would permit a quicker and
more efficient transition from structural separation to integration, which promises further
cost reduction and consumer pricing benefits. Forcing the interLATA affiliate to acquire
duplicative facilities would prove wasteful and inefficient.

3 Interexchange carriers are not legally obliged to provide at cost unbundled network elements to
other carriers, nor to resell their services at wholesale prices—unlike the reverse situation where incumbent
interexchange carriers are guaranteed an efficient method of entering the local market. Moreover, the major
facilities-based interexchange carriers are nondominant and untariffed, which gives them total control over
their offerings to retail carriers. Thus, the BOC’s separate affiliate may or may not be able to negotiate
favorable resale terms to provision its interLATA offering. Also, as long as the option of using BOC-
provided facilities and services exists (even if not exercised), it will be a factor in negotiations for resale
services from the interexchange carriers that will help the affiliate reach a price that is fair.

6 See §272(H)(1).
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BOC provision of carrier’s carrier services presents no risk of discrimination or
cross-subsidy. In the first place, §271(d)(3)(B) requires the BOC to demonstrate to the
Commission, before it may provide carrier’s carrier services, that it will comply with
§272, including the nondiscrimination provisions of §§272(c)(1) and 272(e)(4) and the
accounting and affiliate transaction requirements of §272(c)(2). Second, the BOC will
have an ongoing obligation under §§272(c)(1) and 272(e)(4) to offer such services on
nondiscriminatory terms to all carriers. Third, the BOC will not directly engage in
competition with other interLATA carriers for retail business, which is the largest and
most critical part of the market. Instead, it would be acting as a supplier to interexchange
carriers—sophisticated customers with many choices other than the BOC for interLATA
service and facilities. These carriers can easily detect any discrimination—and easily
avoid it by use of some other carrier’s wholesale services.

The Commission’s accounting and affiliate transaction rules, which implement
§8272(c)(2) and 272(e)(4), will prevent the BOC from cross subsidizing any carrier’s
carrier services it provides to its interLATA affiliate. Moreover the BOC would have no
incentive to set its prices at “subsidized” low rates, because the affiliate’s competitors in
the interexchange market would be entitled to the same prices and the BOC’s affiliate
would have no advantage. For the same reason, there would be no effect on competition
at the retail consumer level because all carriers would have the same access to BOC
services at the same prices.

In sum, the Act allows a BOC to provide in-region interLATA carrier’s carrier
services to its separate interLATA affiliate and to other carriers; the public will benefit
from such offerings; and there is no danger of discrimination or cross subsidy.
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Gina Hervison 1275 Pennsylvan-a dvenve N oils 11 PACIFIC aTELESIS .

Mrwr10r Washingten. 5 C. 20004 Group-Washington
reerdl Ragquiatory Relymng - (907) 3836423

December 10, 1956
EX PARTE

William F. Caton

Acting Secretary

Federal Communications Commission
Mail Stop 1170

1919 M Street, N.W. , Room 222
Washington, D.C. 20554

Dear Mr. Caton:

Re: Non-Accounting Safeguards, CC Docket No. 96-149

We are submitting the attached matenal in response to questions from the staff. Please
associate it with the above-referenced dockets. We are submitting two copies of this

notice, in accordance with Section 1.206(a)(1) of the Commission’s rules.

Please stamp and return the provided copy to confirm your receipt. Please contact me
should you have any questions.

Sincerely yours,

Gina Harrison

cc:  Regina Keeney
A. Richard Metzger
Radhika Karmarkar
Cheryl Leanza

Attachments
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EX PARTE RE. OCS FACILITIES RE. 96-149

This responds to two questions asked by the FCC Staff about Pacific Bell's potential use
of its official company services network, PBNet, to provide interLATA transport services
to its interLATA affiliate, PBCOM.

QD

Al)

Q2)

A2)

Does PBNet currently have capacity to provide interLATA transport to its
interLATA affiliate, PBCOM?

As explained in the attached declaration of Ross K. Ireland, Vice President,
Network Engineering, PBNet does not currently have available capacity to
provide intetLAT.A transport services to PBCOM.

Will current ratepayers be subsidizing PBCOM’s entry into the interLATA
business if PBNet is used to provide interLATA transport?

No. As noted above and in the attached Declaration, PBNet cannot currently be
used to provide interLATA transport to PBCOM or any other interLATA service
provider. PBNet would need substantial capacity to be used as a wholesale
intetLATA channel. The current price cap rules prohibit infrastructure costs from
receiving exogencus treatment. Since our price caps cannot be increased for these
costs, our rates cannot be increased nor will any investment needed to provide the
connectivity and capacity to enable interLATA service over PBNet affect
interstate access rates. Furthermore, since it became available, we have always
chosen the “no sharing” option, so our interstate price caps cannot even be
indirectly influenced by additional investment to support intetLATA service.
Therefore, Pacific Telesis’ stockholders - not its interstate access ratepayers --
will support Pacific Bell’s provision of interLATA transport service.

Indeed, additional use of the network will result in economies of scope the
Commission has in the past promoted. If the Comumission adopts its tentative
conclusion (CC Docket No. 94-1) to use a total factor productivity (TFP) method
to set the interstatz productivity factor (X-factor), when the X-factor is updated,
any economies of scope will be automatically captured in that X-factor and lead to
lower rates.

Moreover, under the Act, if Pacific Bell provides wholesale interLATA services
to PBCOM, it must also provide wholesale interLATA services on
nondiscnminatory terms and conditions to other IXCs. The current affiliate

Cad
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transactions rules require Pacific Bell to publicly disclose the terms under which it
provides services to PBCOM.

Lastly, Pacific Bell will follow the Commission's affiliate transaction rules which
prescribe specific saluations for transactions among affiliates (including
PBCOM). If Pacitic Bell decides to offer interLATA transport services, under
current regulations it will likely need to file tariffs to show that its proposed
intetLATA charges cover all related costs. In that case, Pacific Bell will charge
PBCom tariffed rates.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20554

in the Matter of

Implementation of the Non-Accounting Safeguards CC Docket No. 96-149
of Sections 271 and 272 of the Communications
Act of 1934, as amended;

and
Regulatory Treatment of LEC Provision of

Interexchange Services Originating in the LEC's
Local Exchange Area

Nt it S st gt P gt et mog st ayor

Declaration of Ross Ireland

1. My name is Ross K. Ireland. My Title is Vice President, Network
Engineering, Pacific Bell. My address is 2600 Camino Ramon, Room 2S001, San
Ramon, California. My responsibilities are to provide statewide engineering and
planning of Pacific Bell's switched and private line network. My responsibilities also
include systems engineering, technical support and methods and procedures for
engineering.

2. Pacific Bell’s intracompany business communications (OCS) network,
commonly referred to as PBNet, currently has no excess capacity. PBNet is Pacific
Bell’s existing intraLATA and interLATA interoffice transport network and is being
used for its own intra-company business communications. These facilities provide

intra-company local and long distance telephone service, video links for company
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broadcasts and'téleconfet'encing, remote access to and interconnection of company
computer systems, and carry traffic related to provision of certain services,
operations support systems and network management. Presently, Pacific Bell is
sizing PBNet based on existing guidelines, Because of technology obsolescence
and capacity drivers, Pacific Bell has been considering the conversion of the
existing network from an asynchronous transmission technology to one using
SONET technology. This would include builds to provide physical diversity as well
as upgrading to SONET ring electronics. Any additional capacity currently
envisioned will be for foreseeable OCS demand only. Capacity, in this context,
means all facilities, fiber and electronics required to provide service.

3. If PB Comm or any other retail interLATA service provider were to
request Pacific Bell to provide wholesale interLATA transport in California, Pacific
Bell could not use PBNet as presently constructed and planned. The capacity
required to provide the requested service would have to be added to PBNet. It does
not exist today.

| dec;lare under the penalty of perjury under the laws of California that the
foregoing is true and correct.

Signed this Sth day of December, 1996 at San Francisco, California.

R

V' Ross K. Treland




